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FI LED: JULY 24, 2000

UNI TED STATES BANKRUPTCY COURT
NORTHERN DI STRI CT OF CALI FORNI A

In re ) Bankruptcy Case
) No. 97-30879DM

GOLDEN ADA, |NC., )

Debt or . g
Inre 3 No. 97-30877DM
SHAKO REAL ESTATE MANAGEMENT, INC.,%

Debt or . g
Inre 3 No. 97-30880DM
SHAKO ENERGY, | NC., g Chapter 7

Debt or . § (Subst antivel y Consol i dat ed)

VEMORANDUM DEC] S| ON

In February 1998, the Tax Collector of the County of Contra
Costa (the “Tax Collector”) filed a proof of claimagainst Shako
Real Estate Managenent, Inc. (“Debtor”) for certain unpaid real
property taxes, penalties and interest thereon; the proof claim
asserted a secured claimin the amount of $160, 346.30. Charles
E. Sinms, Chapter 7 trustee in the above-captioned consol i dated
cases (“Trustee”) objected to the Tax Collector’s claim alleging
that the delinquency penalties and redenption penalties should be

subordinated to general unsecured clains pursuant to 11 U S.C. 8§




© 00 N o o b~ w N PP

N RN RN NN N NN R R P R R R R R R R
w N o O~ W N P O © 0O ~N O 00 M W N B O

726(a)(4).! Even though the Tax Col | ect or denoni nated

approxi mately $51, 681 as redenption penalties, he argued that
they were not punitive inpositions but “interest” on a secured
cl ai m not subject to subordination under section 726(a)(4). In
maki ng this argunent, the Tax Collector relied on California
Revenue and Taxation Code section 4103(b), which provides:

For purposes of an adm nistrative hearing or any claim

in a bankruptcy proceeding pertaining to the property

bei ng redeened, the assessnment of penalties determ ned

pursuant to subdivision (a) with respect to redenption

of that property constitutes the assessnent of

i nterest.

Cal. Rev. & Tax. Code § 4103.

As noted by the Trustee in his reply, a state statute’s
characterization of an assessnent as “interest” rather than as a
“penalty” is not relevant in determ ning whether the assessnent
is a penalty for the purposes of the Bankruptcy Code:

[ The state tax collection agency] correctly naintains

that courts distinguishing between taxes and penalties

in the bankruptcy context should | ook to the actual

operation of the provision in question; indeed, the
Suprene Court recently reaffirmed this principle.

!Section 726(a)(4) provides:

(a) Except as otherwi se provided in section 510 of this
title, property of the estate shall be distributed --

* * *

(4) fourth, in paynent of any allowed claim
whet her secured or unsecured, for any fine, penalty, or
forfeiture, or for nultiple, exenplary. O punitive
damages, arising before the earlier of the order for
relief or the appointnment of a trustee, to the extent
that such fine, penalty, forfeiture, or damages are not
conpensation for actual pecuniary |oss suffered by the
hol der of such cl aim
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[Citations omtted]. Therefore, to determ ne whether
[the taxing agency’ s] assessnents are nonconpensatory
penal ties, we | ook behind the statutory | abel
(“penalty”) and exam ne the “actual effects” of the
assessnments. [Citation omtted]. The Suprene Court
summari zed this functional analysis as follows: ‘A tax
is an enforced contribution to provide for the support
of government; a penalty, as the word is here used, is
an exaction inposed by statute for an unlawful act.’

State of Washington v. Hovan, Inc. (In re Hovan, Inc.), 96 F.3d

1254, 1257 (9th G r. 1996), quoting United States v. Reorgani zed

CF & | Fabricators of Uah, Inc., 518 U S. 213 (1996). |If the

assessnment “has no direct relation to any specific costs incurred
by the state,” its “actual effect” is generally punitive and not
conpensatory in effect. Hovan, 96 F.3d at 1257

In this case, the “actual effect” of the redenption
penalties at issue is to punish a delinquent taxpayer, rather
than to conpensate the Tax Col |l ector for actual |osses. The
penalty is inposed at a flat rate of 18 percent per year, and
bears no “direct relation to any specific costs incurred” by the
Tax Collector. 1d. Mor eover, section 4103 does not refer to
specific costs which are to be conpensated by the penalty;
rather, the California Revenue and Taxati on Code contains two
ot her provisions authorizing the assessnment of delinquent costs,
t her eby conpensating the Tax Collector for costs associated with
t he delinquency. See Cal. Rev. & Tax. Code 88 2657 and 3351.
Finally, the California Suprene Court has al so recogni zed the
true purpose of section 4103: “the statutory schene, when
considered as a whole, clearly indicates that redenption

penalties are nerely what the nanme inplies -- charges for the
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exercise of the privilege of redeem ng sold property.” Weston

| nvestnent Co. v. State of California, 31 Cal.2d 390, 394, 189

P.2d 262, 264 (Cal. 1948). Because the “redenption penalties”
were correctly designated as such and are punitive in nature,
t hey must be accorded fourth priority under 11 U. S.C. §

726(a) (4).

In any event, under the Supremacy Cl ause of the United
States Constitution, the attenpted bankruptcy carve-out of
section 4103 is unenforceable. Section 4103 s designation of
redenption penalties as interest “for purposes of . . . any claim
in a bankruptcy proceeding” seemngly reflects an effort by the
state legislature to avoid the priority scheme of Bankruptcy Code
section 726 (in particular, subsection (a)(4)). To the extent
that section 4103 adopts a bankruptcy-specific exception, it
“stands as an obstacle to the acconplishnment and execution of the
full purposes and objectives of Congress and is pre-enpted by

federal bankruptcy |law. See Hillsborough County v. Autonated

Medical Labs, Inc., 471 U.S. 707, 713 (1985). Section 4103's

“express reference” to bankruptcy clains “supports the conclusion
that its purpose is to carve out an exception” to the priority
schene of section 726(a)(4). See DiGorgio v. Lee (Inre D
Gorgio), 200 B.R 664, 670 (C.D. Cal. 1996), vacated on other
grounds, 134 F.3d 971 (9th G r. 1998) (provision of California

Code of Civil Procedure permtting enforcenent of wits of
possessi on “notw thstandi ng recei pt of a notice of the filing by

t he def endant of a bankruptcy proceedi ng” was preenpted by the
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automati c stay provisions of the Bankruptcy Code). Accordingly,
this court finds that the priority schene of the Bankruptcy Code
(as found in section 726) preenpts section 4103.°2

In light of the foregoing, the court will enter an order
subordinating the Tax Collector’s claimfor redenption and
del i nquency penalties to general unsecured clains and requiring
the Tax Collector to refund the any anounts paid for these
penalties to the Trustee. The Trustee should prepare an order in
accordance with this nenorandum deci sion, and conply with B.L.R

9021-1 and 9022-1.

Dat ed: July 24, 2000

Denni s Montal i
Uni ted States Bankruptcy Judge

2The court requested the parties to address the neani ng of
the reference to “admnistrative hearing” in section 4103 in
order to | earn whether the concept of penalties deened interest
applied in any nmeani ngful way beyond the bankruptcy setting.
Wiile the Trustee’s counsel offered sonme suggestions, the Tax
Col l ector’s counsel could not identify any adm nistrative
heari ngs where penalties m ght be subordinated. This reinforces
the court’s belief that section 4103(b) constitutes an
i nperm ssable attenpt to subvert the priorities established by
t he Bankruptcy Code.




